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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HALPERN, Judge: These cases have been consolidated for
trial, briefing, and opinion. By notices of deficiency dated
Decenber 16, 1996, respondent determ ned deficiencies in Federal

gift taxes as follows:

Docket

Nunber Petitioner Year Defi ci ency
1460- 97 VWalter L. Goss, Jr. 1992 $584, 139

1460- 97 Barbara H G oss 1992 584, 140

1469- 97 Calvin C. Linnemann 1992 581, 605

1469- 97 Patricia G Linnemann 1992 582, 807

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

The common question presented by these consolidated cases is
the July 31, 1992, fair market value of certain shares of
corporate stock transferred by gift by petitioners Walter L
G oss, Jr. (Walter Goss), and Patricia G Linnemann (Patricia
Li nnemann) to their respective children. Petitioners Barbara H
Gross (Barbara G oss) and Calvin C. Linnemann (Calvin Li nnemann),
the wife and husband of Walter G oss and Patricia Li nnemann
respectively, are petitioners because they and their respective
spouses consented to having the gifts nmade by each spouse

considered for Federal gift tax purposes as having been nade
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one-hal f by each spouse. Respondent initially determ ned that
each share of stock in question had a value of $11,738, but now
concedes that each such share has a value of no nore than
$10,910. Petitioners based their gift tax liabilities on a val ue
of $5,680, which they maintain is the correct val ue.

FI NDI NGS OF FACT

| nt r oducti on

Sone of the facts have been stipulated and are so found.
The stipulation of facts, with acconpanying exhibits, is
i ncorporated herein by this reference. At the tine of the filing
of the petitions, all of the petitioners resided in G ncinnati,
Oni o.

GRJ Pepsi-Cola Bottlers, Inc.

The shares of stock in question are shares of G&) Pepsi-Col a
Bottlers, Inc. (G&)), an Chio corporation fornmed in 1969. The
busi ness operations of G& can be traced to a busi ness conducted
by a partnership fornmed in the 1920s between two married coupl es,
| saac N. and Esther M Jarson and Walter L. and Nell R G oss
(the founders). By 1992 (the year of the gifts here in
guestion), the founders had died, and ownership of G& had
devol ved to certain relatives of the founders, viz, the Goss
famly group (which included nenbers of the Linnemann famly) and

the Jarson famly group. In 1992, directly and through voting



trusts, each famly group owned 50 percent of the outstanding
shares of stock of G&J.

In 1982, G&J elected to be taxed as a “small business
corporation” (an S corporation), within the neaning of section
1371 of the Internal Revenue Code of 1954. By agreenent dated
Novenmber 1, 1982 (the S corporation agreenent), the sharehol ders
of &&J agreed to maintain G&J's status as an S corporation for at
| east 10 years. G&J, in fact, maintained its S corporation
status through July 31, 1992, at which tine there were no pl ans
to change its S corporation status. Further, an agreenent
restricting the transfer of the G& shares by and anong the
menbers of the Gross famly group (the Goss famly restrictive
transfer agreenent), dated October 29, 1982, also renained in
effect as of July 31, 1992.' The Gross fanmly restrictive
transfer agreenment contained express provisions to prevent
termnation of G&)'s S corporation status. As of July 31, 1992,
G&&J had issued an outstanding 19,680 shares of common stock
w t hout par val ue.

In 1992, &&J's top managenent positions and voting control
were largely in the hands of the senior nenbers of the Goss and

Jarson famly groups. The sharehol ders of G&) got al ong well,

. There was a simlar restrictive transfer agreenent by and
anong the nenbers of the Jarson fam |y group hol di ng shares of
G&&J dated Apr. 1, 1983, which also renmained in effect as of
July 31, 1992.



and they did not allow differences in their business philosophies
to interfere wwth the successful operation of the corporation.
None of G&J's sharehol ders was interested in selling his or her
shar es.

In 1992, G&J bottled and distributed various soft drinks,
i ncl udi ng Seven-Up, Dr. Pepper, and five variations of Pepsi-
Cola. Through franchi se agreenents with Pepsi Co, Dr. Pepper, and
Seven-Up, G&J had the exclusive right to bottle and distribute
the various soft drinks it produced w thin several geographic
territories. G& was a well-nmanaged conpany in 1992. It was the
third-1argest independent Pepsi-Cola bottler. G& owned nost of
the real estate associated with its plants and warehouses. It
owned in excess of 800 vehicles, including tractors, trucks, and
trailers. Additionally, G& owned about 11,400 soft drink
vendi ng machines. G&J sold the soft drinks it produced to
super mar ket s, conveni ence stores, nmass nerchandi sers, gas mni -
marts, drugstores, vending conpanies, restaurants, bars, |unch
counters, and concessions. In 1992, it had approxi mately 24, 000
custoners.

From 1988 t hrough 1992 there were steady increases in G&I's
operating incone, total incone, and distributions to
sharehol ders. During that period, distributions to sharehol ders

nearly equal ed the conpany's entire incone, as shown bel ow



Fi scal

Year Operat i ng O her Tot al Shar ehol der

Ended | ncone | ncone | ncone Distributions
1988 $15, 680, 903 $2, 050,232 $17,731,135 $17,778, 483

1989 18, 150, 034 1, 329, 796 19, 479, 830 19, 458, 148

1990 21, 623, 537 2,323, 068 23,946, 605 24,032, 651

1991 23,796, 119 542, 321 24, 338, 440 24,126, 041

1992 23, 258, 506 4,327, 367 27,585, 873 28,188, 889

Petitioners' Gfts

On July 31, 1992, Walter G oss nade a gift of 124.5 shares
of common stock in G&) to each of his three children (together,
the Walter Gross gifts). Each of the Walter G oss gifts
represented 0.63 percent of the issued and outstandi ng shares of
G&&J. Walter and Barbara G oss (the Grosses) each reported one-
hal f of the amobunt they determined to be the value of the Walter
Goss gifts on atinely filed Form 709, United States Gft (and
Generation Skipping Transfer) Tax Return (Form 709). In
determ ning (and reporting) the value of the Walter Gross gifts,
the G osses relied on an appraisal report prepared by Business
Val uations, Inc. (the Business Valuations report and Busi ness
Val uations, respectively), dated July 22, 1992, val uing shares of
&J's comon stock as of May 31, 1992, at $5,680 a share. Since
the Grosses used a value of $5,680 a share, the total reported
value of the Walter Gross gifts was $2,121, 480.

On July 31, 1992, Patricia Linnemann made a gift of 187.5
shares of common stock in G&) to each of her two children (the

Patricia Linnemann gifts). Each of the Patricia Linnemann gifts



represented 0.95 percent of the issued and outstanding shares in
&&J. Patricia and Cal vin Linnemann (the Li nnemanns) each
reported one-half of the anmount they determ ned to be the val ue
of the Linnemann gifts on a tinely filed Form 709. In
determ ning (and reporting) the values of the Patricia Linnemann
gifts, the Linnemanns also relied on the Business Val uations
report. The total reported value of the Patricia Linnemann gifts
was $2, 130, 000.
ULTI MATE FI NDI NG OF FACT

On July 31, 1992, the fair market value of a share of stock
of &&J representative of the shares constituting both the Walter
Gross and Patricia Linnemann gifts was $10, 910.

OPI NI ON

| nt r oducti on

On July 31, 1992, Walter Gross and Patricia Li nnenann nmade
gifts to their respective children of shares of stock in a
corporation, G& Pepsi-Cola Bottlers, Inc. (&&J). Walter G oss
and Patricia Linnemann are nenbers of a famly group (the G oss
famly group) that, in 1992, owned 50 percent of the outstanding
shares of stock of G&). Each child received a nunber of shares
of stock in G&J constituting |l ess than a 1-percent interest in
the corporation. The parties disagree as to the fair market
val ue (value) of those gifts. The parties have assuned that each

of the shares of stock in question (a G& share) had the sane
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val ue, but have expressed their disagreenent over that val ue.
Petitioners argue that, on July 31, 1992 (the gift date), the
val ue of a G&J share was $5, 680; respondent argues that it was
$10, 910.

1. Code and Requl ati ons

Section 2501 inposes a tax for each cal endar year on the
transfer of property by gift during such cal endar year by
i ndi viduals. Section 2512 provides that "[i]f the gift is nmade
in property, the value thereof at the date of the gift shall be
considered the anount of the gift." The standard for determ ning
the value of a gift for purposes of the gift tax is fair market
value, i.e., the price at which the property woul d change hands
between a willing buyer and seller, neither being under any
conmpul sion to buy or sell, and both having know edge of rel evant

facts. See United States v. Cartwight, 411 U. S. 546, 551

(1973); sec. 25.2512-1, Gft Tax Regs. Valuation is an issue of

fact, see, e.g., Estate of Newhouse v. Conm ssioner, 94 T.C 193,

217 (1990), and petitioners bear the burden of proof, Rule
142(a). W have found that the fair market value of a &&J share
was $10,910 on the gift date. W shall explain our reasons for

that finding.



[11. Arqunents of the Parties

A Rel i ance on Expert Testi nony

Both parties rely on expert testinony to establish the val ue
of a G&J share. Petitioners rely on the expert testinony of
David O MCoy, a business appraiser, who prepared a report
val uing the common shares of G&J. M. MCoy was accepted as an
expert appraisal witness by the Court, and his report was
accepted into evidence as his direct testinmony. M. MCoy al so
prepared a report in rebuttal to respondent’s expert w tness,
whi ch report was accepted into evidence as additional direct
testinony. Petitioners also called Charles A Wl hoite, an
apprai ser and val uation expert, who prepared a second report in
rebuttal to respondent’s expert witness. M. WIlhoite was
accepted as an expert on appraisal and val uati on net hodol ogy by
the Court, and his report was accepted into evidence as his
direct testinony. Respondent called Mikesh Bajaj, Ph.D., an
apprai sal expert, who prepared two reports, one valuing mnority
interests in G&J as of the gift date, and one in rebuttal to
M. MCoy’'s first report. Dr. Baja] was accepted as an expert
apprai sal witness by the Court, and his reports were accepted
into evidence as his direct testinony.

The principal disagreenents anong the parties’ expert
W tnesses are: (1) whether it is appropriate to “tax affect”

&&J's earnings in determning the value of a G&J share, (2) the
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| ack of marketability discount to be applied in valuing a G&J
share, and (3) G&J's cost of equity.

We shall describe their testinmony with respect to their
areas of disagreenent.

B. M. MCoy’'s Testinony

1. | nt roducti on

M. MCoy stated that his assignnment was “to determ ne the
fair market value of small mnority interests in the comon stock
of G&J”. M. MCoy used three separate nethods to determ ne that
val ue: market price conparison nmethod, discounted future free
cash-fl ow net hod, and val uation by capitalization of earnings.
M. MCoy gave equal weight to the results reached under the
second and third nethods, but only one-third of that weight to
the result reached under the first nethod. M. MCoy determ ned
a wei ghted average value for a G& share and, then, applied a
di scount for lack of marketability to arrive at the
af orementioned value for a G& share of $5, 680.

2. Tax Affecting G&J' s Earnings

Under the discounted future free cash-flow nethod, M. MCoy
considered &) to be an asset capabl e of producing cash-flows to
its owners for an infinite nunber of periods. He determ ned the
present value of G&) by, first, hypothesizing the avail able cash

for each such period, second, discounting each such anount to
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reflect both the delay in paynent and the risk of nonpaynent, and
third, summ ng the results.

M. MCoy testified that, in 1992, various professional
associ ations published standards governing the conduct of
pr of essi onal busi ness apprai sers and that professional appraisers
were ethically bound to follow those standards. Specifically,
M. MCoy specified an appraisal foundation publication entitled
the Uni form Standards of Professional Appraisal Practice (USPAP)
whi ch required business appraisers to be aware of, to understand,
and correctly to enploy recogni zed net hods and techni ques
necessary to produce a credible result (the standards rule).
M. MCoy further testified that, in order to conply with the
standards rule, it was necessary for professional appraisers to
"tax affect” the earnings of an S corporation in order to produce
a credi bl e business appraisal. To acconplish such tax affecting,
M. MCoy introduced a fictitious tax burden, equal to an assuned
corporate tax rate of 40 percent, which he applied to reduce each
future period s earnings, before such earnings were discounted to

their present val ue.?

2 Sec. 11 inposes a tax on the income of every corporation.
Addi tionally, the shareholders of a C corporation, defined in
sec. 1361(a)(2) as any corporation which is not an S corporation,
nmust include in gross inconme any dividends received fromthe
C corporation, sec. 301(c)(1l), thus giving rise to the claimthat
the incone of a C corporation is subject to a doubl e tax.
Conversely, an S corporation (as defined in sec. 1361(a)(1)),
(continued. ..)
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3. Lack of Marketability Di scount

M. MCoy exam ned several studies that considered the | ack
of marketability of closely held and restricted securities.
M. MCoy testified that, based on his exam nation, an average
| ack of marketability discount for shares that would eventually
becone freely tradable was "30%". M. MCoy then concl uded that
a greater discount was required for the G& shares because they
were illiquid and not marketable.® M. MCoy testified that a
di scount rate of at |east 35 percent was required to conpensate
an owner for the lack of marketability of those shares.

4, Cost of Capital

M. MCoy testified that G&'s cost of equity capital was

19 percent.* He explained that G&J conpared in size to very

2(...continued)

generally is not subject to the sec. 11 tax. See sec. 1363(a).

I nstead, the itens of incone, |oss, deduction, or credit, of the
S corporation are passed through to the sharehol ders of the S
corporation and are taken into account directly in conmputing
their tax liabilities. See sec. 1366(a). Additionally, in Onio,
S corporations (such as G&J) are not subject to State incone tax.
See Chio Rev. Code Ann. sec. 5733.09(B) (Banks-Bal dwi n 1995).

3 Specifically, M. MCoy noted that, in addition to being
closely held, the G& shares were restricted as to
transferability and were subject to a right of first refusal.

4 In his oral testinony, M. MCoy distinguished between
“nom nal” and “real” nunbers. M. MCoy testified that the
difference was that the effects of inflation, which he opined to
be 4 percent, were elimnated from“nom nal” nunbers to produce
“real” nunmbers. M. MCoy explained that we nust add his opined
4-percent inflation rate to his reported cost of equity

(conti nued. ..)
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smal | capitalization public conpanies, which necessitated such a
required rate of return. In addition to his market-derived
required rate of return, M. MCoy further buttressed his opinion
by summ ng the foll ow ng conmponent risk factors of G&J's cost of
equity capital: (1) 2.1 percent as the risk-free rate of return,
(2) 7 percent as an equity risk premum (3) 1 percent as an

adj ustment for conpany specific risk, and finally (4) 4.8 percent
as a snmall capitalization risk prem um?

C. Dr. Bajaj’s Testinony

1. | nt roducti on

Dr. Bajaj also stated that his assignnment was to determ ne
the fair market value of certain mnority blocks of stock in G&J.
Dr. Bajaj relied principally on a discounted cash-fl ow approach
to determne that value. To test the validity of his
concl usi ons, he considered the val ues of conpani es he thought
conparable to G&J. He also applied a discount for |ack of
mar ketability, and he arrived at the aforenentioned value for a

&&J share of $10, 910.

4C...continued)

(15 percent) in order to convert it back to a nom nal nunber for
conparative purposes. He, therefore, agreed that using “nom nal”
nunbers, his calculated cost of equity was 19 percent conpared to
Dr. Bajaj's calculation of 15.5 percent.

> Al t hough the sumof M. MCoy's risk factors is 15 percent,
M. MCoy added 4 percent to his result in order to convert it
to a nomnal rate of return for conparison purposes. See supra
note 4.
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2. Assunmption of a Zero-Percent Corporate Tax Rate

Dr. Bajaj knew that G& was an S corporation on the
val uation date, and, based on information that he had received
from G&J's nanagenent, he assunmed that it would remain an
S corporation indefinitely. He further assumed that virtually
all of G&J's earnings would continue to be distributed to its
sharehol ders. Dr. Bajaj determ ned that a zero-percent corporate
tax rate was an appropriate assunption to make in determ ning the
earnings of G&J) available for distribution. Dr. Bajaj also
i gnored sharehol der level taxes in arriving at his discount rate.

3. Lack of Marketability Di scount

Dr. Bajaj testified that an appropriate discount for |ack of
mar ketabil ity applicable to G&'s shares on the val uation date
was 25 percent. In arriving at his conclusion, Dr. Bajaj first
revi ewed various comonly cited published studies that exam ned
mar ketabi ity di scounts. He divided the studies into two
categories: (1) studies that anal yzed sales of restricted stock
by firms that also had publicly traded shares, and (2) studies
that conpared share prices observed in successful initial public
offerings (I1PGs). Wth regard to the first category, Dr. Bajaj
concluded that, due to variations in characteristics of the

observed firnms and transactions, only about 10 to 15 percent of
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t he observed di scounts® could be attributed to a | ack of
marketability. Wth regard to the second category, Dr. Bajaj
concl uded that the published results were not useful in

eval uating discount levels for two reasons. First, Dr. Bajaj
testified that many of the pre-1PO private market transactions
probably did not occur at fair market value. Second, Dr. Baj aj
testified that examning only a selection of firnms that carried

out successful 1PCs was a biased statistical sanple, and that

such bias would tend to increase the apparent "di scount".

Rel ying nore on his own enpirical analysis of |ack of

mar ket abi ity di scounts, and considering such factors as G&J's
generous dividend policy and its greater marketability
restrictions (i.e., the restrictive transfer agreenents),

Dr. Bajaj concluded that a conservative estimate of the |ack of
mar ketabi ity di scount for &&J's shares on the valuation date was
25 percent.

4, Cost of Capital

Dr. Bajaj used a 15.5-percent cost of equity and a
8. 25-percent cost of debt to derive a 14.4-percent wei ghted cost
of capital for G&J. He used the capital asset pricing nodel to

derive his opined cost of equity. Dr. Bajaj used 7.46 percent as

6 According to Dr. Bajaj, the studies that anal yzed sal es of
restricted stock by firms that also had publicly traded shares
denonstrated that the nedian di scounts ranged from 10 to 40

per cent .
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the risk-free rate of return,’” 7.4-percent as the long-term
market risk premum?® and 1.09 percent as G&J's beta
coefficient.® Dr. Bajaj's cost of equity cal culation was as
follows: 7.46 + (1.09 * 7.4) = 15.5 percent.

Dr. Bajaj determned G&J's cost of debt capital by | ooking
at &&J's real borrowing costs. In April 1991, G&J took on debt
in part to fund an expansion. It borrowed the needed funds at
8. 25 percent, which was three-quarters of a percent bel ow the
then prine rate of 9 percent.

D. Petitioners' ©Mtion in Limnmne

Petitioners have noved to exclude Dr. Bajaj's testinony (the
nmotion). First, petitioners argue that Dr. Bajaj's opinion as to
the fair market value of a mnority stock ownership interest in
G&J is inadm ssible because it was derived fromthe application

of scientifically unreliable methodol ogies. See Daubert v.

Merrell Dow Pharm Inc., 509 U S. 579, 589 (1993)(under the

! Dr. Bajaj explained that the yield to maturity on 30-year
Treasury securities was an appropriate neasure of a risk-free
rate, which, according to information published by the Federal
Reserve was 7.46 percent as of July 31, 1992.

8 Dr. Bajaj explained that the 7.4-percent |ong-term market
ri sk premumwas derived from historical data published by
| bbot son Associ ates, Inc.

o Dr. Bajaj defined beta as a nmeasure of the tendency of a
security's return to nove with the overall nmarket's return. He
estimated G&J's beta fromthe betas for public firnms operating in
the soft drink industry for which published figures were
avai |l abl e.
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Federal Rules of Evidence, the trial judge must ensure that any
and all scientific testinony or evidence admtted is not only
relevant, but is also reliable). Petitioners further argue that
neither Dr. Bajaj's underlying data nor his enpirical analysis
has been published or otherwi se submtted for peer review by the
apprai sal profession. Finally, petitioners argue that, in part,
the data Dr. Bajaj relied upon was not available in 1992, and,
therefore, a willing and know edgeabl e buyer and seller could
not, at that time, be expected to have relied on Dr. Bajaj's

mar ketabi ity di scount analysis in arriving at a fair market

val ue determ nation of G&J's stock. Petitioners cite Estate of

Newhouse v. Comm ssioner, 94 T.C 193 (1990), and Estate of

Mueller v. Conm ssioner, T.C Meno. 1992-284, as authority for

the proposition that we nust reject Dr. Bajaj's new data and
enpirical analysis as a matter of |law. W disagree.

I n Daubert v. Merrell Dow Pharm 1nc., supra at 585-587, the

Suprene Court held that the "general acceptance" test, the
dom nant standard for determ ning the adm ssibility of novel
scientific evidence at trial, was superseded by the adoption of
t he Federal Rules of Evidence. Fed. R of Evid. 702 reads:
If scientific, technical, or other specialized
knowl edge will assist the trier of fact to understand

the evidence or to determne a fact in issue, a wtness
gualified as an expert by know edge, skill, experience,
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training, or education, may testify thereto in the form
of an opinion or otherw se.

Pursuant to Fed. R of Evid. 702, the Court nust assure that

scientific evidence is not only relevant, but also reliable.

Daubert v. Merrell Dow Pharm, Inc., supra at 589. Daubert,

however, is not limted to evidence that is scientific only in

the | aboratory sense. Recently, in Kunho Tire Co. v. Carm chael,

526 U.S. __, __, 119 S. C. 1167, 1171 (1999), the Suprene
Court made clear: “Daubert’s general hol ding--setting forth the
trial judge s general ‘gatekeeping’ obligation--applies not only
to testinony based on ‘scientific’ know edge, but also to
testi mony based on ‘technical’ and ‘other specialized
knowl edge.” Dr. Bajaj's testinony (as well as M. MCoy's) was
of a technical nature. Therefore, Daubert is applicable here,
and we have a gatekeeping role to perform

As we have said, value is a question of fact. See supra
sec. Il. Dr. Bajaj has an opinion as to that fact, arrived by
applying certain tools of financial analysis, primarily a
di scounted cash-flow anal ysis, which is a nmethod of analysis al so
enpl oyed by M. MCoy. Petitioners do not claimthat a
di scounted cash-flow analysis is an unreliable tool for
determ ning the present value of one or nore future cash-fl ows
(e.qg., the distributions of cash Dr. Bajaj assuned G&J woul d

continue indefinitely). W have for many years relied on a
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di scounted cash-flow analysis to determ ne the present val ue of

one or nore future cash-flows. See, e.g., Plunb v. Conm ssioner,

7 B.T.A 295, 297 (1927); WIllanette Indus., Inc. v.

Commi ssioner, T.C Menp. 1990-339 (setting forth the al gebraic

formula to determ ne the present value of a future paynent).
When properly applied, a discounted cash-flow analysis is a
reliable tool for financial analysis. The difference in opinions
as to value reached by the two expert wi tnesses, at |least to the
extent it is attributable to the discounted cash-fl ow approach,
is exclusively the result of differences between themas to the
val ues of certain variables, not a difference as to nethodol ogy.
Therefore, since we find the discounted cash-flow analysis to be
areliable tool to determ ne the present val ue of one or nore
future cash-flows, we believe that petitioners’ argunent, to wt,
that Dr. Bajaj’s opinion is based on unreliable nethodol ogies, is
nonsensi cal .

Because we find that both parties' experts relied on the
sane acceptabl e val uati on net hodol ogy, and that the areas of
di sagreenent between the experts are nerely factual disagreenents
over various factors and assunptions, we need not address further
petitioners' second concern, that Dr. Bajaj's "nethod" has not
been subjected to peer review

Finally, we address petitioners' |ast contention, that the

data Dr. Bajaj relied upon was not available in 1992 and,
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therefore, in calculating a discount for |ack of marketability a
wi lling buyer and seller could not have relied upon it.

Dr. Bajaj's sanple consisted of 157 observed transactions from
January 1, 1980, to Cctober 31, 1996. Seventy-eight of the
transactions preceded the gift date, and 79 were announced
subsequent to the gift date. Petitioners' reliance on Estate of

Newhouse v. Conm ssioner, supra, and Estate of Mieller v.

Commi ssi oner, supra, is msplaced. |In Estate of Newhouse we

hel d: "[t]he focus of a valuation inquiry * * * is on the
exi sting facts, circunstances, and factors at the valuation date
that influence a hypothetical willing buyer and willing seller in

determning a selling price." Estate of Newhouse v.

Comm ssioner, 94 T.C. at 231. It is not inproper, however, to

consider later events to the extent that such events may shed

I ight upon a fact, circunstance, or factor as it existed on the

val uation date. See, e.g., Estate of Glford v. Conm Ssioner

88 T.C. 38, 52-53 (1987). W do not interpret Dr. Bajaj to have
opined that a willing buyer and a willing seller would or could
have relied upon the data he used on the gift date. |Instead,

Dr. Bajaj testified that, based on a survey and exam nation of
simlar transactions, including transactions that occurred after
the gift date, we can determne with reasonabl e accuracy what
willing buyers and willing sellers were doing on the val uation

date. Dr. Bajaj testified
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it is methodol ogically appropriate to use the

conprehensive sanple | collected to estinate

mar ketabi ity di scounts even though approximately half

t he sanpl e consi sts of post-valuation date

announcenents because there is no reason to believe

that the underlying econom cs of private placenent

woul d have changed after the val uation date.

We agree. Further, petitioners have not alleged that the
observed | ack of marketability discounts in simlar private
pl acenent transactions would have changed after the val uation
dat e.

Additionally, after perform ng an identical statistical
anal ysis on only the prevaluation portion of his data sanple,
Dr. Bajaj reported a predicted discount simlar to the discount
he predicted using his conplete data.'® For the foregoing
reasons, petitioners' nmotion will be denied, and an appropriate

order will be issued.

V. Valuation of the Gft

1. Tax Affecting GJ's Earnings

A. | nt roducti on

The decision whether to tax affect G&' s projected earnings
under the discounted cash-fl ow approach accounts for the nost
significant differences between the parties' expert w tnesses.

In fact, Dr. Bajaj repeated his analysis, substituting a

10 In fact, the predicted discount associated with the
preval uation data was slightly ower than with the full sanple.
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40- percent corporate incone tax rate for the zero-percent

corporate rate he first assunmed. Ofsetting for interest paynent

deductions, Dr. Bajaj calculated that the resulting narket

capitalization dropped from $286 nmillion to $188 mllion, a

34- percent reduction, which anount was within 10 percent of the

wei ght ed average val ue ($171, 993, 000) conputed by M. MCoy.
Petitioners argue for tax affecting not only on the basis of

the testinony of their expert w tnesses, but also on the basis

t hat respondent has advocated that adjustnent and nust be held to

it.

B. Petitioners' Position

Petitioners introduced into evidence two internal docunents
of the Internal Revenue Service: (1) a valuation guide for
i ncone, estate, and gift taxes (the guide), and (2) an
exam nation techni que handbook for estate tax exam ners (the
handbook) .

We read those excerpts as neither requiring tax affecting
nor laying the basis for a claimof detrinmental reliance. The
guide, in relevant part, reads:

* * * [S] corporations are treated simlarly to

partnerships for tax purposes. S Corporations |end

t hensel ves readily to val uati on approaches conparabl e

to those used in valuing closely held corporations.

You need only to adjust the earnings fromthe business

to reflect estimted corporate incone taxes that woul d

have been payabl e had the Subchapter S el ection not
been made.
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The handbook, in relevant part, reads:

| f you are conparing a Subchapter S Corporation to the
stock of simlar firnms that are publicly traded, the
net income of the former nust be adjusted for inconme
taxes using the corporate tax rates applicable for each
year in question, and certain other itens, such as

salaries. These adjustnents will avoid distortions
when applying industry ratios such as price to
ear ni ngs.

Both statenments |ack anal ytical support, and we refuse to
interpret them as establishing respondent’s advocacy of tax-
affecting as a necessary adjustnment to be made in applying the
di scounted cash-flow analysis to establish the value of an
S corporation.

Even if we were to interpret the excerpts as petitioners do,
petitioners do not claimthat the excerpts have the force of a
regul ation or ruling, nor have they shown the type of detrinental
reliance that m ght work an equitabl e estoppel agai nst
respondent. “Equitable estoppel is a judicial doctrine that
precludes a party fromdenying his own acts or representations
whi ch i nduced another to act to his detrinent. Estoppel is
appl i ed agai nst the Comm ssioner with utnost caution and

restraint.” Hofstetter v. Conm ssioner, 98 T.C. 695, 700 (1992)

(internal citations and quotation marks omtted). |In any event:
“Detrinmental reliance on the part of the party seeking to invoke
estoppel is a key condition.” 1d. Petitioners have failed to

prove that they relied on either the guide or the handbook in any
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way. Accordingly, respondent is not estopped fromdisregarding a
fictitious corporate tax when valuing an S corporation.

C. M. MCoy’'s Testinony

M. MCoy lists eight costs or tradeoffs sharehol ders incur
as aresult of electing to be taxed as an S corporation. The
enuner ated costs or tradeoffs highlight three areas of concern,
which "tax-affecting”" is directed to address. First, M. MCoy
addresses the possibility that, if an S corporation distributes
|l ess than all of its incone, the actual distributions m ght be
insufficient to cover the sharehol ders' tax obligations. As a
theoretical matter, we do not believe that "tax-affecting" an
S corporation's projected earnings IS an appropriate neasure to
of fset that potential burden associated with S corporations. 1In
any event, we do not think it is a reasonable assunption that G&J
woul d not meke sufficient distributions to cover its
sharehol ders' tax liabilities. G& had a strong growth record
and a history of making cash distributions to sharehol ders that
nearly equaled its entire inconme. Petitioners have not convi nced
us that it would be reasonable to assune G& woul d not continue
this practice.

Second, M. MCoy addresses the risk that an S corporation
m ght lose its favorable S corporation status. W m ght consider
an approach that sought to determ ne the probability of such an

occurrence, and which utilized a tax rate equal to the product of
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such probability and the corporate tax rate in an effort to
quantify that potential |oss. W do not, however, think it is
reasonable to tax affect an S corporation's projected earnings
Wi th an undi scounted corporate tax rate without facts or
ci rcunstances sufficient to establish the Iikelihood that the
el ection woul d be | ost.

Finally, M. MCoy argues that S corporations have a great
di sadvantage in raising capital due to the restrictions of
owner ship necessary to qualify for the S corporation election.
This concern is nore appropriately addressed in determ ning an
appropriate cost of capital. |In any event, it is not a
justification for tax affecting an S corporation's projected
ear ni ngs under a di scounted cash-fl ow approach. M. MCoy has
failed to put forward any cogni zabl e argunent justifying the
merits of tax affecting G&J's projected earnings under a
di scount ed cash-fl ow approach

D. M. WIlhoite' s Testinony

M. WIlhoite was asked to address whether, as of the
valuation date, it was reasonable for Dr. Bajaj to value a G&J
share, using the discounted cash-flow nethod, while assum ng a
zero-percent corporate tax rate. M. WIlhoite faults Dr. Bajaj
for not taking into account the “known paynment” of taxes in
arriving at a value for the G& shares. It is unclear, however,

whet her the “known paynent” that M. Wl hoite has in mnd is the
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avoi ded corporate level tax paid by a C corporation, or the
sharehol der | evel tax that results fromthe flowthrough of tax
itens to the sharehol ders of an S corporation.

The cl earest argunent M. WI hoite put forward expl ai ni ng
why it is appropriate to "tax-affect” an S corporation's earnings
iS:

In effect, an S corporation is commtted to nmaking

di stributions to sharehol ders sufficient to cover
individual tax liabilities on allocated S corporation
earnings in the sane fashion that a C corporation is
commtted to nmaking tax paynents to the Service to
cover corporate tax liabilities on reported taxable
earnings. * * * \Wether the outflow is a cash

di stribution made by an S corporation to satisfy
sharehol ders' tax liabilities, or the direct paynent of
atax liability by a C corporation, the decrease in
cash experienced by either entity represents a known
paynent which reduces the availability of cash which
coul d otherw se be used to maintain or expand existing
operations. Such a decrease nust be taken into

consi deration when valuing an entity, whether it is
structured as a C corporation or an S Corporation.

M. WIlhoite's testinobny is not persuasive. On redirect
exam nation, M. WIlhoite stated: “[Y]ou deduct the taxes that
woul d be paid if the conmpany were structured as a C corporation;
and that | eaves you with a distributable amount of earnings”.
Further, M. WIlhoite had the follow ng discussion with the
Court:
M. Wlhoite: W’re dealing with a stock of a
corporation, G&J. And &&J is an S corporation. And
&&J has generated significant earnings up until the

date of the valuation * * * and all of those earnings
have been distributed to the sharehol ders.




The Court: Um hmm

M. Wlhoite: But every dollar of earnings for
&&J, in any particular year, has to go to the IRS
Whet her it goes through the sharehol ders or directly,
it has to go to the IRS.

So, what’s left above the tax that they re paying
tothe IRSis the true distribution to the sharehol der,

and al so represents the true avail able cash that the

conpany can distribute.

It is possible that M. Wl hoite is arguing that, in valuing
an S corporation, the avoided C corporation tax nust be taken
into account as a hypothetical expense, in addition to the
sharehol der | evel taxes actually inposed on the S corporation’s
sharehol ders. |Indeed, that is the position taken by M. MCoy.
M. WIlhoite has failed to convince us, however, that Dr. Bajaj
shoul d have applied a hypothetical corporate tax rate in excess
of the zero-percent actual corporate tax rate he did apply. He
has not convinced us that such an adjustnent is appropriate as a
matter of econom c theory or that an adjustnent equal to a
hypot hetical corporate tax is an appropriate substitute for
certain difficult to quantify di sadvantages that he sees
attaching to an S corporation election. W believe that the
princi pal benefit that sharehol ders expect froman S corporation
election is a reduction in the total tax burden inposed on the
enterprise. The owners expect to save noney, and we see no

reason why that savings ought to be ignored as a matter of course

in valuing the S corporation.
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Al t hough perhaps less likely, M. WIlhoite may believe that,
as a matter of proper application of a present val ue anal ysis,
Dr. Bajaj was required to tax affect G&)' s expected distributions
on account of the expected tax burden to be borne by its
sharehol ders. Dr. Bajaj assuned that G& would continue to
distribute all of its earnings annually. He nmade no explicit
adj ustnment for any sharehol der | evel taxes, although,
undoubt edl y, he knew such taxes would be due. Dr. Bajaj did not,
however, ignore sharehol der |evel taxes. He sinply disregarded
themboth in projecting G&' s avail able cash and in determ ning
the appropriate discount rate. The present value of any future
(deferred) cash-flowis a function of three variables: (1) the
anount of the cash-flow, (2) the discount rate, and (3) the
period of deferral.! The discount rate reflects the return,
over time, to the investor on the anount invested (commonly
expressed as a rate of interest). If, in determ ning the present
val ue of any future paynent, the discount rate is assuned to be
an after-sharehol der-tax rate of return, then the cash-fl ow
shoul d be reduced (“tax affected”) to an after-sharehol der-tax
anmount. If, on the other hand, a presharehol der-tax di scount

rate is applied, no adjustnment for taxes should be nade to the

1 PV = C (1+r)", where PV equals the present value, r equals
t he discount rate, C equals the cash-flow, and n equals the
nunber of periods of deferral.
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cash-flow. 2 Since, in applying his discounted cash-fl ow
approach, Dr. Bajaj assuned a presharehol der-tax di scount rate,
he made no error in failing to tax affect the expected cash-fl ow.
If M. Wlhoite' s criticismis based on his assunption that

Dr. Bajaj wongly disregarded sharehol der | evel taxes, then he is
in error.

2. Lack of Marketability Di scount

We have considered the expert testinony on the |ack of
mar ketability issue, and we weigh that testinony in |ight of the
experts' qualifications and other credible evidence. See Estate

of Newhouse v. Commi ssioner, 94 T.C. at 217. Wile we recognize

the severity of the restrictions inposed both by |aw and by and
anong the existing shareholders, which limted the marketability
of G&J's shares in 1992, we find Dr. Bajaj's testinony to be

t hor ough and nore persuasive than M. MCoy's. Taking account of

the inherently subjective and inprecise nature of the

12 Thus, assune that, in consideration for today investing
$100, an investor is to receive $110 in 1 year. The interest
rate inplicit in this exanple is 10 percent. Assune that the
investor’s return will be subject to a 40-percent tax. |If the
i nvestor considers that his after-tax return will be $106 and
assunmes an after-tax discount rate of 6 percent, then the present
val ue of the after-tax cash flow of $106 would be $100. |If, on
the ot her hand, the investor considers that his pretax return
will be 10 percent, then the present value of the pretax cash
flow of $110 woul d al so be $100. Hence, there is no difference
inresult.
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investigation,® we find that an appropriate |ack of
mar ketabi ity di scount for the gifted shares on the gift date was
25 percent.

3. Cost of Capital

The final significant area of contention between the parties
is the appropriate cost of equity capital to be used for purposes
of valuing the G&) shares. Based on the opinions of their
respective experts, petitioners and respondent assert G&J's
appropriate cost of equity capital was 19 percent and
15.5 percent, respectively.

It is unclear how M. MCoy arrived at 19 percent.

M. MCoy begins by stating: “The required rate of return is
determ ned by conparison to rates of return on investnents of
simlar risk.” He then ranks various investnents by quality, as
of Decenber 1991, beginning with | ong-term Governnent bonds and
ending wwth the category “extreme risk”. One ranking consists of

“CC Bond” and “Very Small Cap. Conpanies”, which shows “Yield to

13 Both parties criticize the opposing opinion evidence
testinmony as being arbitrary and unsupported. Petitioners note
that, at first, Dr. Bajaj, in his report, carefully estinated a

"conservative" |lack of marketability discount of 13 percent.
Then, arbitrarily, based on "several additional facts”, and with
| ess than half a page of discussion, he "virtually doubles" his
estimate and concl udes that an appropriate discount is

25 percent. Respondent, in turn, notes that the Business

Val uations report relies on studies which exam ned biased
statistical data, and studies which m sinterpret observed
results.
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Maturity” of “18+”. The next higher ranking, “CCC Bond” and
“Smal | Cap. Conpani es” shows a “Yield to Maturity” of “21+".

M. MCoy testified that he chose 19 percent because it fel
within the range of yields to maturity for very snal
capitalization conpanies. He also testified that he checked his
conclusion by building up the required rate of return from
various factors, including an “Expected Small Stock Ri sk Prem unt
of 4.8 percent, the source of which, allegedly, was Stocks,
Bonds, Bills and Inflation: 1992 Yearbook, |bbotson Associ ates
Inc. (1992). It is not clear how M. MCoy defines "Very Snall
Cap. Conpanies". At trial, M. MCoy in fact admtted that G&J
did not fall into the Ibbotson definition of a small conpany.

We, therefore, have no confidence in the foundation of

M. MCoy's analysis on this issue. W are not bound by the

opi nion of any expert wtness and will accept or reject expert

testinmony in the exercise of sound judgnent. See Helvering v.

National Grocery Co., 304 U S. 282, 295 (1938); Estate of Hall v.

Comm ssioner, 92 T.C. 312, 338 (1989). Petitioners have not net

their burden of denonstrating that an appropriate cost of equity
capital for G& on the gift date was 19 percent.

W find Dr. Bajaj's testinony to be thorough and convi nci ng.
Dr. Bajaj opined a 14. 4-percent wei ghted average cost of capita
for G&J as of the valuation date. He used the capital asset

pricing nodel to derive an appropriate cost of equity capital,
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and he used &&J's real borrowi ng costs to derive an appropriate
cost of debt capital for G& as of the valuation date. |ndeed,
G&&J's 8.25-percent borrowing rate in 1991 was three-quarters of a
percent below the prinme rate. By the valuation date, the prine
rate had dropped to 6 percent; therefore we believe that
Dr. Bajaj's opinion errs on the generous side, if at all. W
accord significant weight to Bajaj's opinion.

Further, the category imedi ately above "Very Small Cap.
Conmpani es" in M. MCoy's rankings is entitled "Small Cap.
Conpani es", which, according to McCoy, has a reported required
rate of return of 15 percent. That figure is associated with a
nom nal category that is not inconsistent wwth petitioners
assertions (that G& was a "small conpany"), and it is in harnony
W th respondent's asserted value. Therefore, we conclude that an
appropriate cost of equity capital for G& on the gift date was
15.5 percent.

V. Concl usion

For the foregoing reasons, we conclude that the value of the

gifted shares on the gift date was $10, 910 per share.

Deci sions will be entered

under Rul e 155.




